In this study, we examine whether and to what extent the main stream capital structure theories developed in Western countries apply to Chinese listed companies during its most recent transition period after year 2000. Specifically, we examine a variety of trade-off and pecking order models and compare their performance by nesting these two different models in the same regression. Using market-based leverage data from 1057 non-financial Chinese listed firms during the period from 2000 to 2011, we present empirical evidence indicating that: firstly, equity tracks the financing deficit better than debt in Chinese firms, which is not consistent with the pecking order theory. Secondly, Chinese firms seem to be more sensitive in expanding debt for meeting their financing needs than in using surplus for retiring debt. Thirdly, Chinese firms have an optimal market-based leverage ratio. Both the partial adjustment and error correction models suggest that Chinese firms adjust towards target leverage slowly before 2006. However, after 2006, they accelerate their leverage adjustments at a speed as fast as that documented in the developed markets. The increasing adjustment speeds are attributed to the shrinking transaction costs and agency costs caused by recent currency and share-split structure reforms. Overall the trade-off theory works better than the pecking order theory in explaining Chinese firms' capital structure. Chinese companies' financing behaviors are becoming more akin to those in the developed market with increasing integration and financial liberalization.
Introduction
The financing choice is one of the most important decisions made by corporate managers. However, capital structure policy remains as one of the most puzzling but interesting topics in finance research, particularly for transition emerging countries. The major purpose of this study is to reexamine capital structure decisions of companies in the largest emerging economy, China. We intend to extend our knowledge of how structural reforms implemented in China during the last decade impact financing behaviors of its publicly-listed nonfinancial companies and to what extent their financing behaviors are in line with the main stream capital structure theories, namely the trade-off and pecking order theories.
Both trade-off and pecking order theories explain capital structure by examining the impact of market frictions. The former theory emphasizes costs of bankruptcy, financial distress and agency problems and predicts that trade-offs of those costs against benefits of debt (including tax advantage and reducing free cash flow agency costs) imply an optimal capital structure in firms. In contrast, the pecking order theory focuses on the cost of imperfect information and predicts no well-defined target capital structure. Instead, it suggests that information asymmetries that exist between the managers of a firm and potential investors cause adverse selection problems, which in turn lead to a financing hierarchy where internal financing is preferred over external financing and debt is preferred over equity. These two theories have intrigued much interest of researchers for the last few decades and an enormous body of empirical studies has been developed to examine the effectiveness in their explanations, with the majority being conducted in the context of developed markets. 1 However, capital structure issues in transition economy have not been widely investigated and have still remained ambiguous.
It is important for academics, financial managers, and policy makers to examine financing practices of publicly listed companies in transition countries and compare them to those in developed markets. This will offer new insights about how growing market forces and financial privatization transform the dynamics of companies' capital structure choices. In transition markets, government and state-owned commercial banks play a considerable role in the financial system and capital allocation, and this role implies a structural imbalance and market inefficiency in the economy. Very recently these transition countries have been implementing a series of structural reforms to shift towards the free market economy to improve the efficiency and competitiveness of the economy.
This kind of structural transformation yields a big impact on firms' financing 1 See, e.g., [1] [2] and [3] .
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DOI: 10.4236/tel.2018.85066 937 Theoretical Economics Letters behaviors and therefore allows us to examine the impact of institutional changes on capital structure choices in transition economies. Undoubtedly, China has become the most successful transitional economy in the last decade and emerged as a major world economic power. In particular, since entering the new Millennium, China has intensified its efforts to enhance the openness of its economy and liberalized its financial system by establishing a series of new structure reforms, and gained significant achievements. 2 Hence, China offers an ideal ground for testing the explanatory power of the two capital structure theories and examining their practical implications for transition economies.
Although several studies investigate capital structure of Chinese listed companies (e.g., [4] ), we are far from reaching a well-accepted conclusion, prompting a necessity to extend our knowledge of Chinese financing behaviors using novel empirical models and more recent data. Specifically, main motivations for this study are as follows. First, most of existing studies testing the trade-off theory in
Chinese markets assume that the observed leverage ratio is optimal and examine the determinants of optimal capital structure using static models (e.g., [5] [6], and [7] ). [4] argued that the presence of adjustment costs may prevent firms from quickly moving back to their optimal leverage levels, causing actual (observed) leverage ratios to differ from the optimal levels. They follow [8] and employ a dynamic trade-off model (a.k.a., the partial adjustment model), which allows for a gradual adjustment of the leverage ratio toward the target level. [4] showed that Chinese firms adjust their leverage towards the target at a very slow rate of 0.185 during the period from 1999 to 2004, which is far slower than the speed with which firms in the developed countries undertake leverage adjustment as documented by [8] [9] [10] [11] . 3 However, the aforementioned empirical studies testing the trade-off theory in Chinese markets focus on periods before the completion of the recent share structure reform. 4 [12] argued the share structure reform that was launched in 2005 and scheduled to be completed in 2006 has significantly changed corporate behaviors in China. Incorporating the post-reform data gives us an opportunity to examine whether the explanatory power of capital structure theories is enhanced with the improvement in market efficiency and privatization.
Second, the existing empirical studies in Chinese market ignore the fact that costs of adjusting leverage may also change as firms move toward target leverage (See, e.g., [11] and [13] ). Correspondingly, the long term effect of the target leverage ratio on the current leverage ratio, which may offer us new insights on their financing practices, has never been tested for Chinese listed companies.
Last but not least, previous empirical studies in the Chinese market only test the pecking order or trade-off theories separately. Recent research nests both theo-2 For example, the share structure reform implemented in 2006 has significantly changed investors' ability to trade corporate equities and improved market efficiency. 3 It is well documented in the literature that firms in the developed markets (e.g. US, UK, German, French, Spain, etc.) adjust toward their target leverage at a speed of more than 0.3. [11] [14] ). This novel empirical methodology allows us to examine both theories jointly and decide which one is better in explaining the market-based capital structure in Chinese listed firms. In this study we employ the market-based leverage ratios in our empirical analysis.
The remainder of the study is organized as follows. Next section reviews Chinese recent structural reforms. Section 2 provides a selected literature review.
Section 3 describes the main data sources and provides descriptive statistics on capital structure variables. Section 4 presents the empirical methodology and test results of the pecking-order theory. Section 5 tests the static trade-off models and examines the determinants of capital structure of Chinese listed firms. Section 6 and 7 discuss the methodology and test results of two different types of the dynamic trade-off models, including the partial adjustment models and error correction models. Conclusions and empirical implications are provided in Section 8.
Overview of Recent China's Economic Structural Reforms
China launched its historical transition from a planned to a market economic system in 1978 and began to privatize the public sectors and state-owned indus- The share structure reform significantly increased the trading activities in the secondary stock market, and improved the liquidity and depth of the Chinese stock market. On the one hand, as argued by [15] , the increase in secondary market liquidity makes it easier and cheaper for firms to obtain funding from the primary equity market, and potentially reduces the transaction (i.e. issuing or repurchase) costs of equity. This change in transaction costs due to the reform provides a perfect setting to test partial adjustment model. On the other hand, the increased trading volume and transactions may convey more information about firms' prospects (see, e.g., [17] ) and potentially improve the transparency of financial market, which could change the driving force of the pecking-order behavior of corporate financing, namely the asymmetric information problems.
Hence, China's economic transformation and privatization process provide an ideal ground for examining the explanatory power of capital structure theories.
We hypothesize that the financing practices of Chinese listed firms during last decade were akin to those displayed in the developed markets and were more consistent with theoretical predictions.
Literature Review
Early empirical capital structure research has concentrated on testing implications of two traditional theories: the static tradeoff theory (see, e.g., [2] ) and the pecking-order theory (see, e.g., [1] ). But the empirical results are far from conclusive. For example, [9] and [18] provided evidence supporting the pecking order theory, while Frank and Goyal [3] and [19] provided evidence against the pecking order theory. Literature on the static trade-off theory also provided mixed results (see, e.g., [20] [21] and [22] [29] . [4] is the first article testing the dynamic trade-off theory on
Chinese listed firms. Their sample contains 650 Chinese listed non-financial firms from 1999 to 2004. They present that Chinese listed firms tend to adjust to their optimal leverage levels but the speed of adjustment to optimal levels is very slow.
Overall, previous studies have offered some good insights into financing behaviors of Chinese listed firms. However, none of these studies have examined possible changes in financing behaviors of Chinese firms caused by the structural reforms unfolded during the last decade, nor have those studies nested the dynamic trade-off model and the pecking-order model in the single specification. Moreover, none of these studies have used an error correction model. Following our recent article (see, e.g., [31] ), in this study we use a market-based measure of leverage instead of book leverage and we examine the impact of the recent China's economic structural reforms on the financing behavior of its listed firms. This is also consistent with the trade-off view and is adopted in many previous empirical studies (e.g., [22] and [32] ). Different from previous literature, our study provides a new insight regarding the impact of China's recent economic structural reforms on the choices of the market-based leverage ratios. 
Data and Descriptive Summary of Variables
The data used in this study cover all non-financial listed firms in China during the period 2000-2011. The data are obtained from the China Stock Market and Accounting Research Database (CSMAR) and Bloomberg. We remove all firm-year observations with negative total liabilities/assets or negative revenues.
We will use lagged variables as instruments in the difference GMM and system GMM model and, hence, we only retain firms that have 5 or more years of observations. Our final sample is an unbalanced panel with 12,132 firm-year observations for 1057 firms over the period 2000-2011 6 . Leverage is the ratio of total debt divided by total asset (market value). Tangibility is the ratio of fixed assets to total assets. NOT is the ratio of depreciation to total assets. Profitability is the ratio of EBITDA to total assets. Growth opportunity is defined as the market to book ratio. Firm Size is the log of total assets adjusted for price index. Ownership is the percentage of the shares owned by Chinese government or state agencies. DEF is the cash flow deficit, and defined as follow: DEF t = Dividend payment for period t + Capital expenditure for period t + net increase in working capital for period t + current portion of long-term debt at start of period t -Operating cash flows ( after interest and taxes) for period t. It is scaled by total assets. 6 We employed STATA to conduct the empirical analysis throughout this article. 
Testing Trade-Off Theory
In their pioneering works on capital structure theory, Modigliani and Miller (1958, 1963) argue that a firm can maximize its value in a perfect capital market by using as much debt as possible. However, as documented by [2] [33] [34] , and [35] , the presence of bankruptcy and agency costs of debt prevents the unlimited use of debt and forces firms to trade off the costs and benefits of debt (i.e., tax savings and the reduction in the agency costs of free cash flow). Therefore, the trade-off theory predicts a well-defined optimal capital structure, chosen at the point where the marginal cost of debt equals to its marginal benefit.
The common approach has been to examine the determinants of optimal leverage ratio by regressing the observed leverage ratio against a number of explanatory variables. We follow the literature ( [32] [36] and [37] ,) and consider the six frequently adopted determinants of leverage: profitability (Prof), firm size (Size), non-debt tax shields (NOT), growth opportunities (Growth), tangibility (Tang), and state ownership (Ownership). 
Consistent with the previous literature on Chinese listed firms ( [6] ), empirical results presented in Table 2 show that the determinants of optimal capital structure in China are generally similar to those documented for both developed countries and other developing countries. Below we discuss the effects of each determinant.
Firm size: The trade-off theory suggests that small firms tend to face high financial stress, agency costs, and transaction costs, therefore may rely less on debt financing while pecking order theory as suggested in [19] predicts that small firms are more vulnerable to informational asymmetries and adverse selection problems, thus it may be more costly for them to access to the stock market.
Our results show that the coefficients on firm size are significantly positive, with slightly higher magnitude for the more recent sample period. This finding is consistent with the prediction of the trade-off theory from the previous evidence on Chinese companies ( [6] Note: Standard Errors are reported in parentheses below the coefficients. Superscripts *, **, and *** indicate significance at 10%, 5%, and 1% levels, respectively.
returns, and increased leverage increases the bankruptcy risk. In contrast, the pecking order theory predict a negative relation between profitability and leverage. More profitable companies have more cash flows and therefore use less debt and have smaller leverage. Our results show a significant positive relation for Full sample and the Pre-reform subsample, a negative but insignificant relation for the Post-reform subsample.
Growth opportunity: The trade-off theory predicts a negative relationship between debt and growth opportunity because growth firms face more severe underinvestment and overinvestment issues and hence use less debt. Stakeholders of high growth firms are more likely to invest in value-decreasing projects to shift risks to creditors, making debt more costly. However, a positive relation is also documented by previous literature. [38] argued that leverage was negatively related to growth opportunities only for firms whose growth opportunities were not recognized by the capital market. Our results indicate a statistically significant positive relationship between growth and leverage, which is consistent with the well-documented evidence for Chinese firms. For example, [5] found growth potential proxied by the Market to Book ratio is positively related to debt ratio in China. [6] and [32] used the percentage change of total assets and sales growth To summarize, the empirical results suggest that firm size, growth opportunities, profitability, ownership, and tangibility are positively related to leverage, while non-debt tax shields are negatively related to leverage. This conclusion suggests that the estimation coefficients on the variables of profitability, firm size, and tangibility, and non-debt tax shields are largely consistent with the explanations of trade-off theory, but not with the pecking order theory.
Testing the Partial Adjustment Model
[1] [8] , and [40] proposed that the presence of adjustment costs 7 may restrict the firms' ability to jump to their target capital structure immediately and thus, firms may have to make a gradual adjustment toward the optimal/target level.
The speed of the target leverage adjustment depends on the tradeoff between the costs of adjusting leverage and the benefits of moving back towards the optimal level (i.e., the costs of being far from the optimal leverage level). The partial adjustment theory acknowledges that the firms' leverage ratio is not always equal to the optimal level. Instead, this theory suggests that firms will not make leverage adjustments if the benefit of moving toward the target level is not big enough to cover the adjustment costs. We follow the spirit of previous research (see, e.g., [19] ) and employ a partial adjustment model of leverage to test the prediction of the trade-off theory. Debt ). The coefficient β captures the adjustment speed that reflects how quickly a firm switches its debt ratio to the optimal/target level. As argued by [3] and [9] , the adjustment speed will range from 0 to 1 if positive adjustment costs are involved. A small coefficient would suggest large adjustment costs for the firm and therefore, it will not be able to adjust toward its desire leverage level quickly, vice versus. When the coefficient is 1, the firm makes the adjustment instantaneously.
To jointly test the pecking order and trade-off theories, we also add the financing deficit variable (DEF) in model (2) . We predict that firms' capital structure is more consistent with pecking order theory than with trade-off theory if the coefficient on the DTLR is insignificant while the coefficient on DEF to 1 and the intercept equals to 0.
To run the regression of model (2) The empirical results are reported in Table 3 . Panels A, B, and C report the results for the Full, Pre-reform, and the Post-reform samples, respectively. As shown in Panel A of Table 3 , the Arellano and Bond's AR2 test and Hansen's test all suggest that our dynamic panel data regression is well specified for the full sample. We find that the adjustment coefficients are significantly positive, which is consistent with the trade-off theory's prediction.
The difference GMM and system GMM estimates provide very similar adjustment coefficients while the fixed effect estimate is the largest. In economic terms, Chinese public firms adjust their leverage ratio toward the desired level at a speed ranging between 0.22 and 0. Note: ∆Debt it is defined as the amount of total debt issued by firm i at year t, i.e. ∆Debt it = Debt it -Debt it-1 ; DEF it is the financing deficit for firm i at year t. DTLR it is defined as the difference between a firm's target leverage ratio at time t (
Debt ) and its actual leverage ratio at time t-1 (
Debt − ). It measures the deviation from the target leverage ratio. The target leverage ratio is unobservable and it is proxied by the predicted fitted values from the static model. Standard Errors are reported in parentheses below the coefficients. Superscripts *, **, and *** indicate significance at 10%, 5%, and 1% levels, respectively.
that Chinese public firms have a target leverage ratio and they quickly adjust their actual leverages to their target levels. Assuming that the speed of adjustment is constant, this result implies that it takes less than two years for Chinese firms to adjust half of the deviation of the actual leverage ratio from the target leverage ratio. This adjustment speed is roughly two times faster than the evidence documented in the previous literature on China's capital structure. For instance, [4] examined a sample of Chinese public firms over the period between 1999 and 2004 by using a one-stage procedure to estimate the partial adjustment model and report the speed of adjustment of 18.5% per year for the leverage ratio 9 . However, compared to previous studies on developed markets, we find that Chinese firms have relatively low speeds of leverage adjustment during our sample period. For example, [11] showed that European firms (including French, German, and UK) have considerably faster speeds of leverage adjustment in the range of 0.425 -0.517. Similar results are also observed on US firms, with adjustment speeds ranging between 0.25 -0.557 (see, [3] [8] [50] , etc.).
Including the financial deficit variable in Model (2), as shown in Columns (4)- (6) of Table 3 , we find that the leverage adjustment coefficients remain statistically and economically significant, ranging between 0.268 and 0.466. The financing deficit coefficients are also quite similar to those obtained from the stand-alone pecking order mode 10 , varying between 0.130 and 0.164. They are significantly positive but statistically and economically different from one. This suggests that Chinese firms make active leverage adjustment towards the target level but they finance their financial deficit mainly by equity. Overall, nesting the pecking order and target adjustment models in the same regression does not substantially impact the magnitude and the significance of the speed coefficient 9[4] substituted (3) into (2) and estimate the resulting model in one stage. 10 For the sake of brevity, we do not present results for the stand-alone pecking order model. However, these are available upon request. (2), (5) shareholders and minority shareholders in Chinese state-owned enterprises [51] .
Shareholders have more incentives to monitor behaviors of managers, and to ensure that they maximize shareholders' value. All these reforms reduce transaction costs of issuing both equity and debt and hence provide business managers more impetus to make a fast adjustment toward their optimal leverage ratio.
Nevertheless, the above standard partial adjustment model simply suggests that there is no distinction between under leveraging (below-target leverage ratio) and overleveraging (above-target leverage ratio) firms. Instead, firms make a symmetric leverage adjustment toward the target level. However, it is important to notice that the benefits of increasing and decreasing leverage as well as the adjustment costs of moving toward the target levels may not necessarily be symmetrical, and hence, any leverage adjustment toward the optimal level may occur at asymmetric rates. Given that, next we partition the standard partial leverage adjustment specification into cases with an over leverage situation and those with an under leverage situation. Debt ). δ 1 and δ 2 are two speed adjustment coefficients and they measure how quickly firms make their leverage adjustment toward the target when they are overleveraged or underleveraged respectively. If δ 2 is bigger than δ 1 , this may either indicate that the costs of being below the target leverage are larger than those of being above the target one or suggest that the adjustment costs of lowering debt ratio are larger than those of increasing debt ratio. Consequently, firms undertake the leverage adjustment much faster when they are overleveraged than when they are under leverage. A similar explanation applies when δ 2 is smaller than δ 1 . Table 4 presents the estimation results of Model (3) . Column (1)- (3) and (4)- (6) report the results for the stand-alone trade-off model and the modified joint model that tests pecking order and trade-off theories, separately. Column (1) and (4) adopt the fixed effect estimator, Columns (2) and (5) use the difference GMM estimator, and Columns (3) and (6) adopt the system GMM estimator. For the Full sample as shown in Panel A, the adjustment coefficients δ 1 and δ 2 are statistically significant in all cases except for the system GMM where only δ 1 is significant. There is no supporting evidence that the adjustment coefficient for leverage above the target is statistically different from that of the below target leverage, which suggests that Chinese firms adjust toward the target at a symmetrical rate. This is inconsistent with US findings by [52] who find that firms adjust its debt level toward the industry mean when it is above the mean while it is indifferent when the debt level is below the mean.
For the Pre-reform subsample shown in Panel B of Table 4 , δ 1 is statistically significant in all cases except for column (5) , the System GMM model, but δ 2 are insignificant for both the difference GMM and the system GMM estimators as shown in the columns (2), (3), (5) Table 4 for the Full sample. However, comparing with the results from the Pre-reform subsample, we find that both δ 1 and δ 2 are larger than those for the pre-reform subsample, suggesting that Chinese companies adjust toward their target leverage ratios faster after the 2006 reforms no matter whether they are underleveraged or overleveraged. Note:
is the change in the target debt ratio and its coefficient β represents the short-run effect of the target debt ratio on actual debt ratio. error correction term, which captures the deviation of actual leverage from the long-run target leverage ratio in the last accounting period. Standard Errors are reported in parentheses below the coefficients. Superscripts *, **, and *** indicate significance at 10%, 5%, and 1% levels, respectively.
Testing the Error Correction Model
In this section we also employ an Error Correction Model (ECM) to test whether the target/optimal leverage ratio has any long-run effect on the current leverage ratio. Noticeably, previous partial adjustment models suggest that the changes in the target leverage ratios have no impact on the costs of leverage adjustment.
The error correction model allows to capture changes in the target leverage and their potential effects on the dynamic process of leverage adjustment. Both partial adjustment models and error correction models assume that the actual leverage ratios deviate from the target/optimal levels and firms make their leverage adjustment over time, but error correction models also control for the change in the target leverage ratios and meanwhile, allow for the examination of its short-run effect on the actual leverage ratio. We follow [11] and [14] and estimate the error correction model as:
Debt a CTLR LECT
where
is the change in the target debt ratio and its coefficient β represents the short-run effect of the target debt ratio on actual debt ratio.
. This is the leverage ratio error correction term, which represents the deviation of actual debt ratio away from the long run target level in the last fiscal year. The corresponding coefficient of φ captures the long-term (equilibrium) effect of the target leverage ratio on the actual leverage ratio. Although [11] and [14] artificially assumed that the long-run coefficient equals to one, we believe that there may not be necessarily the case. Instead, we regress actual leverage ratio on target debt ratio in an effort to control the long-term relationship between actual leverage ratio and target leverage ratio.
According to the Dickey-Fuller tests, we cannot reject that the residuals from this regression are stationary. In other words, the actual leverage ratios (   it   Debt ) and target leverage ratios (
Debt ) are co-integrated. Thus, we predict that there is a long-term (equilibrium) relationship between these two co-integrated variables. As a result, the coefficient of LECT captures the speed rates of the adjustment to the target leverage level.
The empirical results for the error correction model are reported in Table 5 .
Likewise, we employ the error correction models to examine the trade-off theory of Model (4) we also significantly reject the null hypothesis that there are no differences between the two speeds of adjustment ( β ϕ = ). That is, Chinese listed firms adjust their leverage ratios toward the desired targets at asymmetric speed rates and they respond more rapidly to target leverage changes in the short run than to the deviation from the long-term target level in the last fiscal year. All these findings are consistent with those in the developed markets. For example, [14] observed that firms in UK, France, and Germany respond to the past divergence from target level with the adjustment speed ranging from 0.390 to 0.454 while their speeds of adjustment corresponding to target leverage changes appear to be more rapidly, ranging between 0.776 and 0.933.
Columns (4)- (6) of Table 5 report the result of a modified version of Model (4) that is employed to jointly test both pecking-order and trade-off theories. We observe that the coefficients on CTLR and LECT marginally decrease in magnitudes but they remain economically and statistically significant. Furthermore, the coefficients on the financing deficit have similar magnitudes as those estimated for the stand-alone pecking order model 11 and again, they are economically insignificant. Overall, the error correction model provides further support for the trade-off theory against the pecking order theory as Chinese firms make dynamic adjustment towards target leverage, with stronger and faster response to changes in target leverage than to past divergence from target leverage.
Compared with Pre-reform subsample shown in Panel B of Table 5 , the coefficients on LECT for the Post-reform subsample in Panel C are comparable for all six estimators. However, the coefficients on CTLR are much larger for Post-reform subsample for all estimators. For example, the coefficient β in column (6) is 0.253 for Pre-reform subsample and is 0.750 for Post-reform subsample. These results suggest that Chinese companies' leverage ratios respond to their target (optimal) leverage changes much more promptly after the split-share reform of 2006.
Conclusions
We examine the trade-off and pecking order theories of capital structure using various methodologies in Chinese listed firms. We find strong evidence that is consistent with the trade-off theory: Chinese companies dynamically adjust to 11 For the sake of brevity, we do not present results for the stand-alone pecking order model. However, these are available upon request. Theoretical Economics Letters their target leverage ratios. They adjust to their target leverage more rapidly when transactions costs are lower after the 2006 share structure reform. These results further support the applicability of dynamic partial adjustment models.
This study has four main contributions to the literature. First, we adopt the error correction model (ECM) in the empirical tests to examine the target adjustment theory of capital structure of companies in a transition economic. The ECM allows us to examine both the short-run adjustment dynamics towards the long-run target leverage ratio and the long-run relationship between the actual leverage ratios and the target leverage ratio. Second, we employ various econometric methods to estimate the regression models, i.e. fixed effect and the dynamic panel estimators (i.e. Difference GMM and System GMM) which may help reduce any bias that might result from the OLS estimation. Third, we not only examine the pecking-order and trade-off theories in isolation, but also nest the two theories in one single specification to examine one theory against the other for Chinese firms. Lastly, this is the first study to consider the impact of China's recent economic structure reform on firms' financing behavior. We find that Chinese firms adjust to target capital structure much faster in the Post-reform period than in the Pre-reform period. This result indirectly supports the dynamic trade-off theory as transaction costs are important factors affecting the speed of adjustment to target leve rage. Overall, our results suggest that the dynamic trade-off theory can better explain the financing behavior of Chinese companies than the pecking order theory.
